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Liabilities, Actual and Contingent 
A LIABILITY may be defined as an obligation which is enforceable at law. 
Most liabilities are voluntary. They rep-
resent obligations which arise as the result 
of a contract entered into by two or more 
parties. Some liabilities are involuntary. 
They result from judicial mandates of 
courts empowered to determine the rights 
and obligations of parties in litigation over 
financial differences. 
Liabilities, whether voluntary or invol-
untary, impose upon the obligor a duty to 
satisfy certain claims against him. In a 
corporation, the assets which may be ap-
propriated by the obligor, or seized by the 
obligee, for the purpose of satisfaction, are 
assets to which the corporation has title. 
A corporation which refuses to meet an 
obligation voluntarily, may have certain of 
its property seized at the behest of an 
obligee who has armed himself with a 
judgment of the court directing a sheriff 
to levy execution. An individual who fails 
to recognize his obligations and liquidate 
them voluntarily, may suffer the loss by 
due process of law of any assets belonging 
to him whether they are of a business or of 
a personal nature. 
In order to avoid the necessity of pos-
sible litigation in establishing proof of 
claim and the right of seizure in the event 
of non-payment, certain creditors demand, 
and are accorded by the obligor, an ac-
knowledgment of the amount of their 
claims and the right of seizure. These 
acknowledgments are, in effect, contracts, 
although commonly known as mortgages. 
Thus, a borrower may contract to pay a 
certain sum, at a certain date, and as se-
curity for the undertaking grant a right of 
foreclosure against and seizure of certain 
real property, in the event of failure to pay 
interest and principal. This is the ordinary 
bond and mortgage undertaking, in which 
the bond is the promise to pay; the mort-
gage is the security for the payment. 
A chattel mortgage is a lien on personal, 
rather than real, property. If properly 
drawn, it is none the less binding. The 
obligation may be represented by a note 
or by an open account. The representa-
tion through which the indebtedness is 
recognized, whether note or open account, 
is immaterial so long as the amount of the 
liability is expressed in the document of 
lien. The essential elements in the declara-
tion are: that John Doe is justly indebted 
to Richard Roe in the sum of so many 
dollars; and that for the purpose of secur-
ing the payment of the sum stated, the 
grantor mortgages, and creates a mortgage 
lien upon, the property which is subse-
quently described. 
Borrowings secured by stocks, bonds, or 
other evidences of indebtedness ordinarily 
are referred to as collateral loans. Strictly 
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speaking, they are obligations secured by 
chattel mortgage. The point of difference 
consists in the location of the security. 
Real property securing an obligation, and 
personal property, often in the form of 
goods, as security under a chattel obliga-
tion, remain, as a rule, in possession of the 
obligor. The security for collateral loans 
usually is lodged with the pledgee, or his 
agent. 
The purpose of assigning specific assets 
as security for obligations is to afford as-
surance to the obligee that the debt will be 
paid, and to facilitate collection by him 
in the event of non-payment when due. 
Thus far in this discussion the obligations 
to which reference has been made, have 
been obligations voluntarily or involun-
tarily acknowledged by a given party. 
Somewhat related to such obligations are 
those which may grow out of claims against 
a given party, or obligations, the develop-
ment of which is contingent upon the 
happening of some event; in short, con-
tingent liabilities. 
A contingent liability is a potential obli-
gation which, if ripening into an actual 
liability, will adversely affect proprietary 
equity. 
No point ever is raised concerning the 
propriety of including all actual liabilities 
in a balance sheet. Such procedure is 
fundamental to the expression of financial 
condition. The accountant might as well 
omit some of the assets as to leave out 
some of the liabilities, if his object is to 
show the true condition. 
The inclusion of contingent liabilities 
presents more of a problem. Granting 
that potential obligations should be noted, 
there remains for determination, how they 
are to be measured in terms of dollars and 
cents. 
It is a simple matter to assert that all 
contingent liabilities must be shown. It 
is a more involved matter to show them 
so that the showing means something. 
In the matter of contingent liabilities, 
the bulletin issued in May, 1929, by the 
American Institute of Accountants, under 
the title of "Verification of Financial 
Statements," has the following to recom-
mend: 
"It is not enough that a balance sheet 
show what must be paid—it should set 
forth with as much particularity as pos-
sible what may have to be paid. It is the 
duty of an auditor to discover and report 
upon liabilities of every description, not 
only definitely ascertained debts but pos-
sible debts. Contingent liabilities, other 
than those due to specific hypothecation of 
current assets, should appear as foot-
notes on the liability side of the balance 
sheet." 
The types of contingent liabilities men-
tioned are: Endorsements, guaranties, un-
fulfilled contracts, taxes, damages, lia-
bility for real estate bonds and mortgages. 
While stress is placed on the importance 
of discovering and noting contingent lia-
bilities, seldom does one see in the litera-
ture, or hear in discussion of the subject, 
any reference to the contingent rights 
which so frequently accompany contingent 
obligations. 
An important consideration in passing 
judgment on, and foot-noting, contingent 
liabilities is whether the contingency, if it 
were to materialize, would result merely in 
an expense not recoverable, or in a liability 
which would give rise to a complementary 
claim, which, if collected, would result in 
no reduction of the proprietary equity. 
Notes receivable, for example, unless 
discounted without recourse, involve the 
discounter in a situation which makes him 
liable for their payment in the event that 
the maker fails in his obligation at ma-
turity. But when the discounter pays off 
the obligation, he gets the note back and 
is in practically the same position as that 
in which he was before he discounted the 
note. He has a claim against the maker 
which he can enforce at law by judgment 
and by levying execution on any assets of 
the maker which may be seized. In the 
last analysis, the point at issue is not the 
liability of the discounter, but his ability 
to realize on his assets. His ultimate loss 
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may be not only the face amount of the 
note, but the interest. But his loss is tem-
pered by the fact that during the period 
between the date of discount and the date 
of maturity he has had the use of the 
money. 
Another type of transaction involving 
possible loss consists in notes which are 
received by automobile dealers and instal-
ment houses and are discounted with banks 
or other financing agencies. Here, if the 
notes are discounted with recourse, the 
bank may make the collections, but the 
discounter is liable for the payment of the 
notes. This type of transaction is to be 
distinguished, of course, from that in which 
the holder of the notes borrows from a 
bank, depositing notes receivable as col-
lateral and substituting new notes for any 
which prove questionable as security. 
When the notes are discounted and later 
the discounter is obliged to pay them, he 
may have a claim against the dealer, if the 
notes are with recourse or are guaranteed 
by the dealer, or he may exercise the right 
of repossessing the property. In the event 
of theft, or destruction, or damage the 
discounter is protected by insurance. 
In cases of the character just mentioned, 
the matter of importance to the discounter 
is not his contingent payment of the note, 
but the possible loss through excessive re-
possessions of cars, or other goods, which 
will not realize the amounts loaned against 
them. 
Endorsements, as a type, are. similar to 
discounted notes in that usually they are 
accompanied by a right of action against 
some third party. The possible loss runs, 
not to the payment of the note, but to the 
failure to collect from the second or third 
party to the transaction. 
Guaranties frequently are similar in type. 
A bond investment house, underwriting 
bonds secured by real estate, may guar-
antee, as an inducement to prospective 
purchasers of bonds, completion of build-
ings which are to secure the bonds, but the 
investment house usually will be pro-
tected by a bond of a surety company 
which will guarantee completion. Thus, 
theoretically, there will be a contingent 
asset as well as a contingent liability. As 
a practical matter, if the mortgagor fails 
to complete a building, the investment 
house will pass the obligation for comple-
tion along to the surety company. The 
ultimate risk to the investment house de-
pends upon the integrity and financial re-
sponsibility of the surety company. 
Unfulfilled contracts may carry with 
them an obligation to meet certain pay-
ments after the balance sheet date. If, 
and when, the payments are made, some-
thing in the form of an asset will be re-
ceived; goods or construction work, pre-
sumably, with the bare possibility, of 
course, that the contract might call for 
services which would not tangibly enhance 
the asset values. 
In the latter instance there would be no 
doubt about the contractual liability, the 
only contingency depending upon the per-
formance of the services. The payment 
would have an adverse effect temporarily 
on the financial condition, or until the ex-
pense could be recouped as a part of the 
cost of goods or services sold. 
When the contractual liability under un-
fulfilled contracts is for goods or for con-
struction work, the acquisition of an asset 
will accompany the booking of the lia-
bility. Here there will be no adverse 
effect upon the financial condition, except 
that in the case of goods the purchases 
may have been made against a falling 
market of more than temporary duration. 
The danger to a concern which is liable 
under unfulfilled contracts usually is not 
that the proprietary equity will be ad-
versely affected, but that the obligations 
may impose a hardship in the matter of 
current funds available after the payments 
under the contracts have been made. But 
added construction cost adds to property 
and gives the property a higher borrowing 
value under a bond and mortgage. Sale-
able goods, or raw materials about to pass 
into saleable goods, ordinarily have sub-
stantial borrowing value. Thus, it appears 
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that the contingency inheres not in the 
fact that an obligation may have to be 
met in the future, but in the possibility of 
loss or expense in connection with that 
which will be acquired as the result of 
placing the liability on the books. 
The arguments which have been ad-
vanced in connection with the foregoing 
apply with equal force to certain contingent 
liabilities for damages. Frequently, such 
liability is covered by insurance and the 
ultimate loss, if any, will hinge on the 
ability of the insured to make out a satis-
factory case against the insurance com-
pany or on the financial responsibility of 
that company. 
Taxes, meaning additional assessments, 
to be slightly humorous, may be regarded, 
without fear of challenge, as a certain lia-
bility, once a tax return has been ques-
tioned by a reviewing authority. The 
amount only is in question. The only 
tangible thing the taxpayer receives in 
exchange for his money is a receipt, if 
one disregards "life, liberty and the pur-
suit of happiness," which are guaranteed 
to him by the Constitution. 
There is a very good point in the In-
stitute's reference to real estate bonds and 
mortgages, although the steps suggested 
with respect to protection might be ques-
tioned by those who are versed in real 
estate procedure. The point is that if " A " 
mortgages his property to " B , " and after-
wards sells his property to " C , " with the 
amount of the mortgage as a part of the 
consideration received, " A " later may be 
held for the amount of the mortgage, if 
his mortgage obligation is not canceled 
of record. 
This whole discussion, in so far as it 
relates to contingent liabilities, is a plea 
not for treating lightly the subject of con-
tingent liabilities, but for investigating 
thoroughly and expressing accurately in 
foot-notes relating to such matters, enough 
of the facts to enable the reader of a 
balance sheet containing such foot-notes 
to reach a correct conclusion as to their 
significance. 
Foot-notes are not too popular with 
clients. Often a client objects, with a 
measure of justification, to some of the 
foot-notes which are proposed. A client 
may have no choice but to submit to a 
foot-note where it is required, but he is 
entitled to have the story told with all of 
the pertinent facts. 
